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)
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DAVI D R. PAOLO and KENNETH CORNELL, )
)
Def endant s. )

)

DECI SI ON AND ORDER

WLLIAME. SMTH, United States District Judge

This case requires the Court to determ ne whether various
al |l egedly fraudul ent m srepresentati ons and om ssions made by a
conpany’s officers violate the federal securities |aws.
Plaintiffs George and Cynthia Scritchfield, erstwhile investors
in the now defunct Log On Anerica (“LOA”) and putative class
action representatives,! sue Defendants David R. Paolo and

Kenneth Cornell, respectively the chief executive officer and

! Plaintiffs have not yet been certified as a class pursuant to
Fed. R Gv. P. 23. The putative class is alleged to consist of “al
persons who purchased or ot herw se acquired the common stock of Log
On Anerica between April 22, 1999 and Novenber 20, 2000, incl usive,
who were damaged thereby.” Amended Conplaint (hereafter
“Conplaint”), T 19.



chief financial officer of LOA.? Presently before the Court is
Def endants’ Mdtion to Dism ss the Anended Conpl aint. The Court
heard oral argunent on April 9, 2003, and having considered the
parties’ positions, the Court finds that while a nunmber of the
Plaintiffs’ allegations fall short of the mark, Plaintiffs have
set forth sonme clainms for which relief may be granted under the
hei ght ened pl eadi ng standards applicable to securities fraud
cases. The Court therefore denies Defendants’ nmotion for the
reasons that are discussed in detail bel ow
. Facts

Founded by Paolo in 1992, LOA was a Providence, Rhode
| sl and-based Internet access provider for residential and
commercial custoners. From 1992 to early 1999, LOA grew
steadily into a conmpany with nine full-time enployees and
revenues of just under $760, 000. Appendi x to Defendants’ Mbtion

to Dismss (“Def. App.”), Tab 3.3

2LQA was not named as a defendant because it filed for Chapter
11 bankruptcy protection on July 12, 2002. Conplaint, Y 25, 126.
This was converted to a Chapter 7 liquidation shortly thereafter

3 Although its focus is always on the Conplaint, the Court may
consider “the relevant entirety of a document integral to or
explicitly relied upon in the conplaint, even though not attached to
the conpl aint, wthout converting the nmotion into one for sunmary
judgnent.” Shaw v. Digital Equipnment Corp., 82 F.3d 1194, 1220 (1°
Cr. 1996); Inre Colonial Mrtgage Bankers Corp., 324 F.3d 12, 15
(1t Gr. 2003) (in amtion to disniss for failure to state a claim
court may consider “not only the conplaint but also matters fairly
incorporated within it and matters susceptible to judicial notice,”
including nmatters of public record). Wth few exceptions, the
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But with all of the “irrational exuberance”* characteristic
of telecommunications and Internet startup founders and
investors in the 1990s, Defendants had grand plans to “go
public,” in order to turn LOA into a major telecomunications
pl ayer. In connection with LOA's initial public offering
(“I'PO") in April 1999, Defendants filed a prospectus (the
“Prospectus”) notifying potential investors of various “Risk
Factors” relevant to investing in LOA, including: (1) that LOA s
revenues in 1998 were only $759,878; (2) that in all of its
years of operation, LOA had never made a profit, and, in fact,
in 1998 had a net |oss of $422,063, which was 51% hi gher than
its net loss the precedi ng year; (3) that the | PO stock price of
$10 was “substantially greater than the net tangi bl e book val ue
of LOA's outstanding comon stock”; (4) that as of April 1,
1999, LOA had only nine full-time enployees and four part-tine
enpl oyees; (5) that as of April 1, 1999, the CEO of LOA (Paol 0)
was 31 years old and the CFO (Cornell) was 30 years old; and (6)

that LOA faced conpetition from | arger, nore experienced, and

docunents contained in Defendants’ Appendi x are all public docunents,
nost of which have been cited to or relied upon in the Conplaint.
The Court nay therefore appropriately consider these in eval uating
the case for dismssal.

“ Alan Greenspan, The Challenge of Central Banking in a
Denocratic Society, Speech at the Annual D nner and Francis Boyer
Lecture of the Anerican Enterprise Institute for Public Policy
Research (Dec. 5, 1996), 1996 W. 698100, *7 (F.R B.).
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better funded conpani es such as Bell Atlantic, America Online,
and AT&T. See Def. App., Tab 3.

Not wi t hst andi ng t hese warni ngs, on April 22, 1999 LOA sold
2,530,000 shares of comon stock at $10 per share, raising
approxi mately $22, 450, 000.°> Conplaint, ¥ 52. On the first day
of trading, LOA s stock price rose as high as $37 per share and
cl osed at $35 per share. See id. After going public, LOA used
its capital to acquire various New England Internet Service
Providers (“ISPs”) during the last half of 1999 and early 2000,
and grew its custonmer base from 1,000 to over 30,000. See id.
at 9 61, 67, 68, 70, 74, 78, 89, 98.

LOA's rapid expansion increased both its revenues and
| osses. On November 9, 1999, LOA announced that its net | osses
for the third quarter of 1999 were $1,338,894, nore than a
1,000% increase from the conpany’s net losses in the third
quarter of 1998. Def. App., Tab 19. When LOA announced its
full-year net |osses for 1999 as $5, 291,772, LOA s stock price
dr opped to about $20 per share. 1d. at Tabs 1, 2, 26.

Then, in 2000, the Internet stock bubble burst. For
busi nesses such as LOA (known as Conpetitive Local Exchange

Carriers or “CLECs”), the average stock price dropped 75% Def.

5 Defendants contend that they never capitalized on LOA s
transitory weal th, however, because they never sold any of their LOA
st ock.



Tab. 43-44. And LOA was no exception: in 2000 its stock tunbled
dramatically, until on Novenmber 20, 2000 it bottomed out at
$1.50 per share. Conplaint, § 122.

Plaintiffs allege that Defendants engaged in “a massive
fraudul ent scheme to deceive investors into thinking [LOA] was
a successful ®“dom nant” telecomunications conmpany, when in
actuality it was not.” Lead Plaintiffs’ Menmorandum of Law in
Opposition to Defendants’ Mdtion to Dismss (“Pl. Mem”) at 2.
Thi s al | eged scheme  took shape in f our ways: (1)
m srepresentati ons concerning LOA's mar ket position and strength
relative to its conpetitors; (2) msrepresentations regarding
the size, type and quality of telecommunications services LOA
provided; (3) gross inflation of LOA's customer count and
failure to disclose the type of custoners it was acquiring; and
(4) msstatements of LOA s revenues and earnings. Ild. The
Court will address the facts underlying each of these four
subcat egori es.

A. M srepresentations Concerning LOA' s Market Position
and Strength

Plaintiffs first and nost essential claimis that Defendants
engaged in nunerous acts of fraud in a successful effort to
decei ve i nvestors about the market strength and position of LOA
These acts include alleged m sstatenents in press rel eases and
interviews to investors that (1) LOA was the “prem er provider
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of high-speed DSL [Digital Subscriber Line] services in the
Nort heast corridor” (Conplaint, ¥ 58); (2) LOA was “a Northeast
Regi onal [ CLEC] and Information I nternet Service Provider (11SP)
providing local dial-tone, in-state toll, long distance, high
speed Internet access and cable progranmm ng solutions over
traditional copper wire using DSL technol ogy to residential and
commercial custoners through the Northeast” (l1d.); (3) LOA was
“one  of New Engl and’s | eadi ng provi ders of bundl ed
conmuni cations services” (ld. at 1 74); (4) LOA was “a rapidly
growi ng [CLEC] providing [DSL] and integrated comrunications
solutions in the Northeast” (ld. at § 78); (5) LOA was “in a
dom nant position in the market for integrated data and voice
services” (ld. at ¥ 86); (6) LOA was “a dom nant super regiona

communi cations player” (ld. at ¢ 89); (7) LOA was “a rapidly
growing switched facilities-based D-CLEC+ providing broadband
communi cations and data services to the commercial and snall

of fice/ home office [“SOHO'] markets” (l1d. at § 100); and (8) LOA
was a conpany that had evolved from a sinple ISP into “an
organi zation t hat provi des enhanced broadband t el econmuni cati ons
services to small and nedi um businesses as well as the SOHO
market.” (ld. at § 109).

B. M srepresentations Regar di ng Type of
Tel econmmuni cati ons Servi ces Provided




Second, Plaintiffs claim that in April 1999, the only
service LOA provided was access to the Internet primarily
t hrough dial-up service. Conplaint, § 26. Since it wanted to
expand its services, LOA obtained approval in October 1998 to
beconme a CLEC in Rhode Island. [d. At the time of its |PO
Plaintiffs maintain that the Prospectus stated that LOA s goa
was to grow its base of comerci al custonmers through
acquisitions and direct marketing. ILd. at T 27. Plaintiffs
clai mthat Defendants never reached this goal, and that, “rather
than admt [their] failings,” Defendants represented that LOA
was a “I| eadi ng provider” of “bundl ed” comruni cati ons services in
t he Northeast, which was false. PI. Mem at 3.

Plaintiffs also allege that after the 1 PO, LOA went on a
“buying spree,” unwi sely using inflated LOA stock to purchase
five ISPs (which Plaintiffs believe sold primarily dial-up
access) and acquiring nmore than 30,000 additional custoners.
Complaint, q 42. LOA issued press releases with the acquisition
of each of the ISPs, which Plaintiffs claimfalsely touted the
acquired |1SPs as bringing capabilities (such as high speed DSL
and | ocal voice services) to LOA. Pl. Mem at 3; Conplaint, {1
60- 61, 69. Subsequent to these acquisitions, Plaintiffs claim
t hat they conducted an investigation that reveal ed that LOA was

unable to offer “bundl ed” tel ecommuni cati ons servi ces, and that



LOA “made no nmeani ngful progress” with respect to its stated
goals. 1d. at T 43. Nevertheless, LOA continued to i ssue press
rel eases stating that LOA was able to offer services to its
custoners that it allegedly could not offer.

One of the subjects of alleged fraud in this subcategory
relates to the purchase by LOA of certain “sw tching” equi pnent
from Nortel Networks.® Plaintiffs allege that although this
purchase occurred, LOA was unable to use the equipnent to
achieve its stated purpose, but nevertheless touted the
equi pnent to its investors. Id. at ¢ 44, 58. Plaintiffs
proffer the testinony of several anonynous former LOA enpl oyees’
who claim that the Nortel switch never becane operational

(al though at one point it “went live”), despite LOA's public

This sw tching equi prent woul d have enabled LOA to convert its
infrastructure to incorporate the newy acquired | SPs and provide
“bundl ed” tel ecomruni cations services.

"The use of anonynous sources in this context is not without
precedent. See, e.q., Inre Cabletron Systens, Inc., 311 F. 3d 11, 29
(1t Gr. 2002); Inre Allaire Corp. Securities Litigation, 224 F
Supp. 2d 319, 325-26 (D. Mass. 2002):

[T]he “pleading with particularity” requirement of
identifying the source applies to fraudul ent statenents
and statements based on information and belief, not to the
underlying facts supporting the inference that the
statenment was fraudulent . . . . [E]ven if persona

sources nust be identified, there is no requirement that

t hey be naned, provided they are described in the
conmplaint with sufficient particularity to support the
probability that a person in the position occupied by the
source woul d possess the information all eged.
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statenments to the contrary. |1d. at Y 45, 115(c). By May 2000,
the rel ati onshi p between Nortel and LOA had become strained, but
LOA and its principals did not make this known to investors.
Id. at | 44.

C. | nflati on of LOA' s Custonmer Count

Inthe third subcategory of all eged fraud, Plaintiffs all ege
t hat Def endants enphasi zed a focus on comrercial customers in
LOA's | PO Prospectus, but “[c]ontrary to defendants’ public
statenments, [LOA] did not acquire or maintain ‘high revenue,
hi gh margin commercial custoners’ nor did it ‘evolve from an
| SP into ‘an organization that provide[d] enhanced broadband
t el ecommuni cati ons services to small and nmedi um busi nesses as
well as the [SOHO market.’” Pl. Mem at 6-7. Plaintiffs
all ege that the custoners, both for Internet and telephone,
generated by LOA's acquisitions after the | PO were residential,
not commrercial, but that Defendants did not disclose this.
Compl aint, 91 29, 42. Def endants also are alleged to have
m scharacterized these new residential customers as SOHO
custonmers in their public statenents, in order to attract
investors. Pl. Mem at 7. Furthernore, Defendants are alleged
to have inflated LOA's customer count, inmproperly including
del i nquent accounts and subscriber accounts no |onger active.

Conmpl ai nt, ¢ 31.



D. | nflation of LOA' s Revenues and Earni ngs

Inthe final subcategory of all eged fraud, Plaintiffs all ege
t hat Def endants i ssued press rel eases and SEC filings, after the
| PO, falsely reporting record earnings. Plaintiffs claimthat
Def endants did not disclose the “nunerous ways in which LOA s
revenues were fraudulently m sstated,” including (1) w despread
billing errors that were known to, or reckl essly disregarded by,
Def endants; (2) Defendants’ refusal to wite off bad debts; and
(3) Defendants’ failure to establish an appropriate reserve for
bad debts. Pl. Mem at 9; Conplaint, 9 33-41. Agai n,
Plaintiffs reference the statenments of various anonynous
erstwhil e enployees of LOA to support these clainms. [1d. at 1Y
33-41.

On November 20, 2000, Plaintiffs allege that “the truth
beg[an] to emerge” when LOA reported a third quarter net |oss of
$7.03 mllion, conpared with a loss of $1.56 mllion for the
year before. 1d. at T 121. Plaintiffs set forth two Counts in
the Conplaint: (1) Count I: violation of Section 10(b) of the

Securities and Exchange Act (the “Act”) and Rule 10b-5

t hereunder; and (I1) Count Il: violation of Section 20(a) of the
Act . 8

8The viability of Count |l depends entirely on the success or
failure of Count |, because Section 20 requires a violation of

Section 10(b) and further requires that the Defendants be found
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1. Analysis

Before turning to an analysis of the adequacy of the
Plaintiffs’ clainms, some discussion of the framework for
eval uating notions to dismss in securities fraud actions is in
order.

A. The Basi cs: El enents of a Securities Fraud Action

Section 10(b) of the Act and Rule 10b-5 of the regul ations
promul gated thereunder prohibit any person, directly or
indirectly, from commtting fraud in connection wth the
purchase or sale of securities. 15 U.S.C. 8§ 78j(b);® 17 CF.R

8 240. 10b-5.19 To state a claimfor securities fraud under these

“control ling persons,” within the neaning of the Act, over LQA
®The pertinent portion of the statute reads:

It shall be unlawful for any person, directly or indirectly, by
the use of any nmeans or instrumentality of interstate comrerce

or of the mails, or of any facility of any national securities

exchange .

(b) To use or enploy, in connection with the purchase or sale
of any security . . . any manipul ative or deceptive device or
contrivance in contravention of such rules and regul ations as

t he Comm ssion may prescribe as necessary or appropriate in the
public interest or for the protection of investors.

15 USC 8§ 78j.
017 CF. R 8 240.10b-5 provides:
It shall be unlawful for any person, directly or indirectly, by
the use of any nmeans or instrumentality of interstate comrerce,

or of the mails or of any facility of any national securities
exchange,
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sections, a plaintiff rnust plead, with sufficient detail to
satisfy Rule 9(b) and the Private Securities Litigation Reform
Act (“PSLRA”), that a defendant (1) nade a fal se statement or an
om ssion, (2) which was material, (3) wth the requisite
scienter, and (4) that the plaintiff’s justifiable reliance on

this statenment caused the plaintiff’s injury. See Basic Inc. v.

Levinson, 485 U.S. 224, 241-43, 108 S. Ct. 978, 99 L. Ed. 2d 194

(1988); Shaw v. Digital Equip. Corp., 82 F.3d 1194, 1217 (1

Cir. 1996).1

(a) To enploy any device, schene, or artifice to defraud

(b) To nake any untrue staterment of a naterial fact or to omt
to state a naterial fact necessary in order to nmake the
staterments made, in light of the circunstances under which they
wer e nmade, not nisleading, or

(c) To engage in any act, practice, or course of business which
operates or would operate as a fraud or deceit upon any person
in connection with the purchase or sale of any security.

“Stated in a nore dissected way, a plaintiff nust prove the
following 5 el ements:

(1) the defendant used a neans of interstate commerce or the
mai | s;
(2) the defendant either
(a) enployed a device, schene, or artifice to defraud, or
(b) made an untrue statenent of a material fact, or
omtted to state a material fact which nade what was said
under the circunstances, msleading, or
(c) engaged in a fraudulent act, practice or course of
busi ness;
(3) the defendant acted knowingly, and with the intent to
defraud or with reckless disregard as to whether it would
mslead plaintiff;
(4) the plaintiff justifiably relied on the defendant’s
statenents or om ssions; and
(5) the defendant’s conduct caused injury to the plaintiffs.

12



1. Materiality

Once a plaintiff has alleged that a representation is
untrue, whether the statenment is “material” under 8§ 10(b) is
determ ned under the “reasonable investor” standard: 1i.e., the
question asked is whether a reasonable investor would have
viewed the nonpublic information as *“having significantly
altered the total mx of informati on made avail able” to those
maki ng the i nvestment decision. Basic, 485 U S. at 231-32. The
issue of materiality is generally one that is left for the trier

of fact. See Lucia v. Prospect Street High Income Portfolio,

Inc., 36 F.3d 170, 176 (1st Cir. 1994).

However, the fact that a corporation is in possession of
mat eri al nonpublic information is not enough to sustain a 8§
10(b) claim No matter how “material” undisclosed information
m ght be, the securities laws are not inplicated unless there

was first a duty to disclose this informtion. See Gross V.

Summa Four, Inc., 93 F.3d 987, 992 (1st Cir. 1996). A duty to

di sclose arises when a corporation has previously made a
statenent of material fact that is either false, inaccurate,
i nconpl et e, or msleading in |light of the undisclosed

i nformati on. See id. at 992; Roeder v. Alpha Indus., Inc., 814

See 15 U S.C 8§ 78j(b); 17 CF. R § 240.10b-5; Holnes v. Bateson, 583
F.2d 542, 551 (1t Gr. 1978).
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F.2d 22, 26 (1st Cir. 1987) (“When a corporation does nake a
di scl osure -— whether it be voluntary or required -— there is a
duty to nake it conplete and accurate.”).
2. Sci enter
“IT]he courts of this Circuit . . . require a securities
plaintiff ‘to allege facts that give rise to a strong i nference

of fraudulent intent.”” Lirette v. Shiva Corp., 27 F. Supp. 2d

268, 275 (D. Mass. 1998) (citing Suna v. Bailey Corp., 107 F.3d

64, 68 (1st Cir. 1997) (citations and internal quotation marks
omtted)); 15 U S.C. § 78u-4(b)(2). A securities fraud
plaintiff nust therefore allege “specific facts that make it
reasonable to believe that defendant knew that a statenment was

materially false or m sl eading.” Greenstone v. Canmbex Corp.,

975 F.2d 22, 25 (1st Cir. 1992).

B. St andard of Revi ew

In a securities fraud action, the standard of review
prescri bed by Fed. R Civ. P. 12(b) is augnmented by Fed. R Civ.
P. 9(b) and the PSLRA. Rule 9(b) inposes a stringent pleading
requi renment on plaintiffs alleging fraud: “In all averments of
fraud or mstake, the circunmstances constituting fraud or
m st ake shall be stated with particularity.” Fed. R Civ. P
9(b). The PSLRA nekes the pl eading standard in securities fraud

cases even nore exacting. Under the PSLRA a conpl aint alleging
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securities fraud nust set forth “each statenent alleged to have
been m sl eading, the reason or reasons why the statement is
m sl eading, and, if an allegation regarding the statenent or
om ssion is made on information and belief, the conplaint shall
state with particularity all facts on which that belief is
formed.” 15 U.S.C. 8§ 78u-4(b)(1).

The First Circuit has “been especially rigorous in demandi ng
such factual support in the securities context . . . .” Romani

v. Shearson Lehman Hutton, 929 F.2d 875, 878 (1st Cir. 1991). To

support an allegation of fraud in this context, pleadings nust
go beyond nmere information and belief to specify the source of
the information and the reasons for the belief. See id. at 878;

New Engl and Data Servs. v. Becher, 829 F.2d 286, 288 (1st Cir.

1987). A conplaint alleging securities fraud nust specify (1)
the statenments that the plaintiff contends were fraudul ent, (2)
the identity of the speaker, (3) where and when the statenents
were nmade, and (4) why the statements were fraudul ent. See

Suna, 107 F.3d at 68 (citing Shields v. Citytrust Bancorp, Inc.,

25 F.3d 1124, 1127-28 (2™ Cir. 1994)).

C. The Def endants’ NMboti on

Def endant s advance four primary contentions supporting
di sm ssal : (1) None of the alleged msrepresentations is

actionable; (2) LOA's stock price nmovenents denonstrate that the
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al l eged m srepresentations were not material; (3) the Conpl aint
does not adequately plead scienter; and (4) Plaintiffs’ Section
20(a) claim should be dism ssed because they have not pled a
Section 10(b) claim

1. Are the Alleged M srepresentations Actionabl e?

As an initial matter, in order to be actionable as a
securities fraud violation, a msrepresentation nust be (1)
untrue, and (2) material. An om ssion (since it cannot be
untrue) rises to actionable levels if it is material. Finally,
in either case, the party m srepresenting or omtting a materi al
fact nmust also be bound by a duty of disclosure. I1f, applying
the armanentarium of pleading standards set forth supra, the
Court finds that Plaintiffs’ allegations neet these el enents,
then their securities fraud claim survives Defendants’
“actionability” challenge.' The Conplaint is divisible into
sever al di screte cat egori es of al | eged fraudul ent
m srepresentation and om ssion; the Court will review each such
cat egory agai nst the rigorous standards outlined above.

a. Al |l eged M srepresentations Concerning LOA s
Overall Market Position

2O course, if the Plaintiffs' clains are found to be
actionable, Plaintiffs nmust al so all ege scienter and reasonabl e
reliance sufficiently. |If the clains are not actionable, then the
Court need not address these issues.
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The primary subset of alleged fraud concerns statenents
descri bing LOA s general market status throughout the rel evant
time period. As set forth earlier, Defendants variously
described LOA as the “premer provider of high-speed DSL
services in the Northeast corridor,” “one of New England’s
| eadi ng providers of bundled communications services,” “in a
dom nant position in the market for integrated data and voice
services,” and “a dom nant super regional comrunications
pl ayer.”

Def endants do not dispute that they characterized LOA in
t hese ways. Rather, they raise the so-called “puffery” defense,
contending that their “rosy statements about LOA's general
perfornmance and prospects cannot have been material” to the
reasonabl e investor.®® Defendants’ Menorandum in Support of
Their Motion to Disnmiss (“Def. Mem”) at 19.

Puffery has been defined as “exagger ated, vague, or | oosely

In re Boston

optimstic statenents about a conpany

Technology, Inc. Securities Litigation, 8 F. Supp. 2d 43, 54 (D.

Mass. 1998) (citing Sunmma Four, 93 F.3d at 995). “Vague

predi ctions” about a conpany’s prospects are not actionable.

B 1n keeping with the framework outlined above, the Court notes
that interposing the puffery defense is tantamunt to conceding that
the offending statenents were technically inaccurate; the puffery
defense is a challenge to the materiality of those m sstatenents.

17



Id. (citing Colby v. Hologic, Inc., 817 F. Supp. 204, 211 (D
Mass. 1993) (“Prospects for long term growh are bright.”);
Shaw, 82 F.3d at 1219 (statenent that things were “[currently]
goi ng reasonably well” and statenment that the conpany “should
show progress [in the future]” both ruled inmaterial)). The
puffery exenption may apply both to an “issuer’s current state

of affairs and its future prospects.” |n re Boston Technol ogy,

8 F. Supp. 2d at 54 (enphasis in original).
Not wi t hst andi ng t hese general pronouncenents, the |line of
demarcati on between puffery and acti onabl e m sstatenent is often

| ess than pellucid. See, e.qg., Geebel v. FTP Software, lnc.,

194 F.3d 185, 206-07 (1t Cir. 1999) (“upbeat statenents of

4 The PSLRA arguably codifies the puffery defense:

(c) Safe harbor
(1) I'n genera

[I]n any private action arising under this subchapter that
is based on an untrue statenent of a material fact or

om ssion of a material fact necessary to make the
statement not misleading, a person . . . shall not be
liable with respect to any forward-1ooking statenent,

whet her witten or oral, if and to the extent that —

(A the forward | ooking statement is — .
(ii) inmaterial[.]
15 U S.C 88 77z-2(c)(1)(A(ii); 78u-5(c)(1)(A(ii). However, the
PSLRA does not explicitly define “immateriality,” see 15 U S. C 8§
77z-2(i), so that a party seeking to use this defense nust rely on

the case | aw that discusses “materiality,” some of which deals with
the puffery defense.
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optimsm” comenting on the conpany’s “excell ent perfornmance,”
“increased” sales, or that its ventures were off to a “good

start” were not actionabl e); Nathenson v. Zonagen Inc., 267 F.3d

400, 419 (5" Cir. 2001) (defendants’ statenents that drug was a
“fast acting,” “inproved formulation” were not actionable);

Novak v. Kasaks, 216 F.3d 300, 315 (2™ Cir. 2000) (statenents

that inventory situation was in good shape” and “under
control,” when defendants knew the opposite to be true, were

actionabl e); Longman v. Food Lion, Inc., 197 F.3d 675, 684-85

(4th Cir. 1999) (corporation's public statements that it provided
its enployees with job security, good working conditions, and
“some of the best benefits in the supermarket industry,” its
statenments about the <cleanliness of its stores, and its
statenments expressing belief that it was one of the best-nmnaged
hi gh gromth operators in the food retailing industry were all

immaterial puffery); Eisenstadt v. Centel Corp., 113 F.3d 738,

746-47 (7" Cir. 1997) (Posner, C.J.) (characterizing the puffery
inquiry as “whether [a conpany] said things that were so
di scordant with reality that they would induce a reasonable

investor to buy the stock at a higher price than it was worth ex
ante[,]” and holding that the defendant conpany’ s statenents
that the bidding process in an auction for the sale of the

conpany was “continu[ing] to go very well” and “very snoothly”
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were not actionable); Kafenbaumv. GTECH Hol di ngs Corp., 217 F.
Supp. 2d 238, 250 (D.R. I. 2002) (statenents that a conpany is
“on course to restore growth in the business . . .,” and that
t he conmpany “remmins confident that our business is sound” are

not actionabl e); Manavazian v. ATec Group, Inc., 160 F. Supp. 2d

468, 480 (E.D.N. Y. 2001) (statenments that a conpany’s business
schene was a “framework” for “organic growth” and the
“blueprint” for “hyper-growth,” that the conpany was “poi sed for
future growth,” and that it occupied a “strategic position in
the technology industry” were actionable because at the tine
def endants made these statenments, defendants were aware that a
“paradigmshift” in the industry had “hobbl[ed] the [c]onpany’s

basic health”); In re Splash Technol ogy Hol dings Inc. Securities

Litigation, 160 F. Supp. 2d 1059, 1077 (N.D. Cal. 2001)

(statenments using the words “healthy,” “strong,” “increased
awar eness,” “robust,” “well positioned,” “solid,” ®“inproved,”
“better than expected,” and “unfolding as planned” were all

deenmed puffery and not actionable); Schaffer v. Tinberland Co.,

924 F. Supp. 1298, 1314 (D.N. H 1996) (“Gven the caselaw, it is

apparent that in many situations there is no standard by which
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a court can readily distinguish between actionable predictions
and vague optim smor puffery.”).?®
Judge Young of the District of Massachusetts recently has

witten extensively on the puffery defense. In In re Nunmber

Ni ne Vi sual Technol ogy Corp. Securities Litigation, 51 F. Supp.

2d 1 (D. Mass. 1999), Judge Young applied a useful two-step test
to deternm ne whether or not a statenment is puffery: “first, the
court should evaluate whether the statenment is so vague, soO

general, or so loosely optimstic that a reasonable investor

* The recent revitalization of the puffery defense (whose germ
may be located in the doctrine of caveat enptor) has been benpaned by
some. See, e.g., Jennifer OHare, The Resurrection of the Dodo: The
Unfortunate Re-Energence of the Puffery Defense in Private Securities
Fraud, 59 Chio St. L.J. 1697 (1999); 7 Louis Loss & Joel Seligman
Securities Regulation 3424 (3¢ ed. rev. 2003) (“[A]las, however, the
puffing concept in the securities context, which for decades had al
but gone the way of the dodo, has recently experienced a revival.”).
But puffery (and, therefore, its defense) may al so serve beni gnant
social ends. See generally R chard A Posner, Law, Pragnmati sm and
Denocracy 54 (Harvard Univ. Press 2003) (“Think of the anount of
puffery in advertising. Advertisers describe their product as the
best there is and pretend to an altruistic concern with the
consuner’s welfare, yet there is a strong consilience between
commercial and pragmatic val ues; so here, at the very heart of
Anerican culture, we find piety and pragmati smconfortably coexisting

. Because there is some truth to our hyperbolic, aspirational
sel f-congratulatory . . . rhetoric, we would find total realism
deflating and in a sense msleading.”) (enmphasis in original).
course, this view discounts the nmoral opprobriumtraditionally
reserved for perpetrators of fraudul ent acts, no matter how socially
useful their ends may be. See, e.q., Dante Alighieri, La D vina
Commedia - Inferno, Canto XI, (La Nuova Italia 3d ed. 1985) (“But
because fraud is man’s peculiar vice,/ The nore it displ eases Cod;
and so stand | owest / The Fraudul ent, and greater agony assails
them").
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would find it uninportant to the total mx of information;
second, the court should ask whether the statement was also
consi dered uninportant to the total m x of information by the
mar ket as a whole.” [d. at 20 (citing R Gegory Roussel, Note,

Securities Fraud or Mere Puffery: Refinement of the Corporate

Puffery Defense, 51 Vand. L. Rev. 1049, 1064-66 (1998)

(discussing the virtues of the *“contextual standard,” as
di stingui shed from other bright-line standards, in assessing
whet her a statement should be classified as puffery)). I n

concl udi ng that the defendant conpany’s statement of its “broad
product |ine” was non-actionable puffing, the court wote:

Nunmber Nine’'s “broad product |ine” statenent is . .
““puffing or sales talk upon which no reasonable

person could rely . . . . Notably, the Class does not
chal | enge any of the specific factual assertions nade
in the “broad product |ine” statement; that is, the

Cl ass does not challenge that Nunmber Nine offered
products for the high-end and mai nstream custoner, or
that it offered products at prices ranging from $150
to $2,000. Instead, the Class’ only quibble with the
statenment is the inmplicit meaning that they attribute
to the phrase “broad product line.” The Court holds,
however, that the phrase is incapable of supporting
such an inference, as any reasonable investor would
recogni ze the phrase sinply as bullish corporate
gr andst andi ng.

ld. at 20-21 (internal citations omtted) (enphasis in

original). Nunber Nine therefore stands for the necessity of a

hi ghly contextualized analysis of each allegedly fraudul ent
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statement, and mininizes the rel evance of nmeani ngs that m ght be
inferred solely fromthe chall enged | anguage itself.

Next, in In re Peritus Software Services, lInc. Securities

Litigation, 52 F. Supp. 2d 211 (D. Mass. 1999), Judge Young

determ ned that the phrases “unprecedented market demand,” and
“Iwe . . . are extrenely proud of our success and our focus on
near and long term opportunities in the software evolution
mar ket ,” when anal yzed in context,

represent[] precisely the type of “rosy affirmation”
which the First Circuit has held to be nmere corporate
puffery . . . . In this case, Peritus was announci ng
the availability of a new type of service that it
could offer clients. Citing an “unprecedented market
demand” for Peritus offerings was sinply part and
parcel of the standard corporate hyperbole that
acconmpani es any new product or service announcenent

[SSmlarly,] [n]o reasonable investor would take
a statenent that corporate executives were “proud” of
their acconplishments as anythi ng nore than a wholly
subjective view. As such, the statenment cannot have
been materi al under any sensi bl e anal ysis of corporate
prospects
Ld. at 220 (internal citations omtted) (enphasis in original).

The contribution of Peritus is its enphasis on the objectively

reasonabl e i nferences, once agai n supported by context, that can
be drawn from the challenged |anguage; statenents that only

evi nce subjective beliefs or opinions are not actionable.
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In re Allaire Corporation Securities Litigation, 224 F.

Supp. 2d 319 (D. Mass. 2002), is arguably the nost instructive
gui depost i n understanding the contours and scope of the puffery
def ense. There, several allegedly fraudul ent statenents were
nmeasured agai nst the puffery defense. The statenment that the
subj ect conpany’s performance “exceeded our expectations” was
deened puffery, while the statenment that “Spectra [the conpany’s
new product] was fueling growth” was actionable, because it was
“a precise statenent as to the basis for profit growh . ”
Id. at 331-32. The statenent that “[m aj or [conpanies]

are standardizing on the [Spectra] platform to bring their

business to the web faster than ever before” (enphasis in

original) was held to be nore than puffery, because it

asserts that the platformw |l bring their business to
the web faster than ever before. |In Number Nine, 51
F. Supp. 2d at 18, this Court noted that when a
conpany initiates a conparison with other conpanies’
products, it nust fully disclose . . . . Here, exactly
such a conparison was made or inplied. “Faster than
ever before” clearly indicates that this product is
faster than any previously available product.
Accordingly, in the nmotion to dism ss context, this
constitutes an actionabl e statenent.

ld. at 332. Li kewi se, the court held the statenent, “Spectra
customers have ‘gone live' and brought their businesses to the
Web faster and nore cost effectively than ever before,” to be

acti onabl e, because
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the use of “faster than ever before” is an inplied

conparison with every product previously avail abl e, as

is “mre cost effectively”; thus, these portions of

the statenent are not puffery .
ld. at 336. Allaire continues to enphasize the context within
which a statenment is made, and focuses on a careful (and often
rat her subtle) scrutiny of the chall enged words thensel ves, in
an attenpt to decide whether they may be read as conveying a
conparative connotation.

This Court finds persuasive and adopts the analytical

framework set forth in Nunmber Nine, Peritus, and Allaire, and

will apply it to the challenged statements involved in this
action. The representation that LOA was the “prem er provider
of hi gh-speed DSL services in the Northeast corridor,” as it was
described in a May 17, 1999 press release, Def. App., Tab 5, is
much nore than nere puffery: it is a statement of LOA s present
status and capabilities, and connotes that LOA is conparatively
superior to all other high-speed DSL service providers in the
Nort heast corridor. Li kewi se, the statenents that LOA s
transaction with Nortel would “help further solidify [LOA s]
dom nant position in the market for integrated data and voice
services,” Def. App., Ex. 20, and that LOA’s “proven early
mar ket entry strategy is positioning it as a dom nant super

regi onal communi cations player,” Def. App., Tab 22, are both
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actionable: they clearly inply a conparison to conpetitors and
suggest that activities undertaken by LOA as of Decenber 17,
1999 or February 10, 2000 had made or were naking it “dom nant”
over all other conpetitors in its field. The sanme is true for
the statenment that, by October 28, 1999, LOA had becone “one of
New England’'s |eading providers of bundled comunications
services.” Def. App., Tab 15. Assuning that the substance of
the statenent is untrue (as Plaintiffs have all eged, and as
Def endants have conceded for purposes of this motion), this
statenent is material, as it connotes superiority over the vast
maj ority of other bundl ed conmuni cations services providers.
The contextual approach to assessing the applicability of

the puffery defense set forth in the Nunber Nine-Peritus-Allaire

i ne of cases makes cl ear that a conpany’s statenents that it is

“premer,” “dom nant,” or “leading” must not be assessed in a
vacuum (i .e., by plucking the statenents out of their context to
determ ne whether the words, taken per se, are sufficiently

“vague” so as to constitute puffery); this deus ex nmachina

approach is plainly insufficient. The statenents are properly
interpreted only by reference to the rel evant circunstances that

underlie their meaning.
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b. Al |l eged M srepresentations in the Prospectus
Concerning LOA' s Status

Def endants next contend that the Conpl aint does not reveal
any allegations “contradicting the truthfulness of t he
di scl osures actually made in the 1PO.” Def. Mem at 8.

As respects the Prospectus itself and the alleged
m srepresentations made therein, Plaintiffs conplain that,
despite Defendants’ representations to the contrary, LOA was not
able to provide a “wi de range” of Internet and cabl e services at
the time of the IPO nor was it able to offer *“bundled”
t el ecommuni cati ons services. Conplaint, § 57(a), (c) and (d).?1*
But a careful reader of the Prospectus would not m sapprehend
the statements contained therein, as Plaintiffs have. The
Prospectus states:

I n October 1998, we [ LOA] were approved as a [CLEC] in

the State of Rhode Island. A [CLEC] is a conpany that

provides local access lines as opposed to |ong-

di stance or other services. This allows us to send a
t el ephone line into a home or busi ness and enabl es!’ us

* The Court does not pause long to discuss Plaintiffs’
allegation that “there was no reasonable basis to believe that LOA
could profitably resell Verizon phone service to custoners at
conmpetitive rates,” Conplaint, f 57(c), since Plaintiffs have not
identified any instance in which Defendants nade a representation
about their ability to resell Verizon phone service at a profit. The
claimthat Defendants actually did resell Verizon phone service at a
loss, even if believed, is irrelevant insofar as it does not
necessarily involve a nmaterial msrepresentati on or oni ssion

Y Plaintiffs msquote this paragraph of the Prospectus in the
Compl aint — specifically, they substitute “enabled” for the origina
“enables.” Conplaint, 7 53. bviously, this change in verb tense

27



to provide a full range of tel ecommuni cations services

to our custoners, such as Internet, voice data and

cabl e programm ng.
Def. App., Tab 3 at 16 (enphasis supplied). Nothing in this
statenment can be characterized as fraudul ent or msleading. In
fact, it is true that CLEC status enpowers a conpany to offer
the range of services listed. Furthernore, other statenents in
the Prospectus clearly differentiate between the services LOA

was providing at the time of the IPO as opposed to those

services which it was LOA’s future intention to provide:

As an [ISP], we currently provide a variety of
| nternet solutions to both comercial and residenti al
custoners. As a |ocal exchange carrier, we plan to
offer a full range of local tel ecomrunicati on services

Qur plan is to initiate an acquisition

canpaign targeting Internet service providers. We
currently do not have any plans or agreenents
regarding any potential acquisitions . . . . The

following list summarizes and defines the specific
products and services which we currently offer

W intend to use this |ocal exchange status to
provi de our Rhode I|sland custonmers . . . with typical
phone service such as dial tone, toll calls/in-state
| ong di stance, |ong distance, as well as high-speed
I nternet access. We intend to beconme a full service
provi der of |ocal telecommunications services

ld. at Tab 3 passim (enphasis supplied).

bears directly upon Plaintiffs’ charge that the Prospectus

m srepresented LOA' s capabilities at the time it was issued. The
Court assumes that this was a typographical error rather than an
i ntentional one.
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Moreover, in addition to the extensive “Risk Factors”
enunerated, the Prospectus contains the follow ng prom nent
war ni ng:

The fol |l ow ng di scussi on and anal ysi s of our financi al
condition and results of operations should be read in
conjunction with our financial statenents, the notes
to our financial statenments and the other financia
information contained el sewhere in this prospectus.
In addition to the historical information, this
Managenent Di scussion and Analysis of Financial
Condi ti on and Results of Operations and ot her parts of
this prospectus contain forward-|ooking information
that involve [sic] risks and uncertainties. CQur
actual results could differ materially from those
anticipated by the forward-1ooking information as a
result of certain factors, including, but not limted
to, those set forth under “Ri sk Factors” and el sewhere
in this prospectus.

Def. App., Tab 3, at 16.
A variation of this warning also precedes the section
entitled “Ri sk Factors:”

You should carefully consider the following factors
and other information in this prospectus before
deciding to invest in shares of our compon stock

This prospectus contains forward-|ooking statenents
whi ch can be identified by the use of words such as
“intend,” “anticipate,” “bel i eve,” “estimte,”
“project,” or “expect” or other simlar statenents.
These statenents discuss future expectations, contain
projections of results of operations or of financial
condi tion, or state ot her “f orward- 1 ooki ng”
informati on. When considering these statenents, you
should keep in mnd the risk factors descri bed bel ow
and other cautionary statenents in this prospectus.
The risk factors described below and other factors
noted throughout this prospectus, including certain
risks and wuncertainties, could cause our actual

results to differ fromthose contained in any forward-
| ooki ng statenent.
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Id. at 6.

It is precisely this type of “forward-|ooking” statenent
which forns the basis for Plaintiffs’ allegations of fraud in
t he Prospectus. The PSLRA explicitly exenpts this type of
statement fromliability in its “safe harbor” provisions:

(c) Safe Harbor

(1) I'n general

[I]n any private action arising under this chapter

that is based on an untrue statenent of a materi al
fact or omi ssion of a material fact necessary to make

t he statenment not m sl eading, a person . . . shall not
be Jliable wth respect to any forward-I|ooking
statenment, whether witten or oral, if and to the

extent that --
(A) the forward | ooking statement is —-
(i) identified as a forward-|ooking statenment, and is
acconpanied by nmeani ngful cautionary statenents
identifying inportant factors that could cause actual
results to differ materially from those in the
f orwar d-| ooki ng st at enent
15 U.S.C. 88 77z-2(c)(1)(A)(i); 78u-5(c)(1)(A(i).
Mor eover, the casel aw makes cl ear that statenents in an | PO
prospectus regarding the potential to increase a conpany’s
profits are not actionable as securities fraud when they are

nodi fied by another statement that “bespeaks caution.” See

Nunmber Nine, 51 F. Supp. 2d at 21-22 (“‘[I]f a statenment is

couched in or acconpani ed by prom nent cautionary | anguage t hat

clearly disclainms or discounts the drawing of a particular
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inference, any <claim that the statement was materially
m sl eadi ng because it gave rise to that very inference may fai
as a matter of law.’”) (citing Shaw, 82 F.3d at 1213); Fitzer v.

Security Dynam cs Tech., Inc., 119 F. Supp. 2d 12, 31 (D. Mass.

2000) (Young, C.J.) (in the context of a prospectus, “[t]he
“bespeaks caution” doctrine stands for the principle that when
statements such as forecasts, esti mat es, opi ni ons, or
projections are acconpanied by cautionary disclosures that
adequately warn of the possibility that actual results or events
may turn out differently, these so-called “soft” statenments nmay
not be materially m sleading under the securities laws.”).
Here, Defendants were careful in the Prospectus to caution
putative investors of a whole host of risks that attended
investing in LOA acconpanied by prom nent and straightforward
war ni ngs di scounting the weight of phrases (used ad nauseam
t hroughout the Prospectus) such as “intend,” “anticipate,”
“believe,” “estimate,” “project,” or “expect.” These statenents
are not actionable as securities fraud.
C. Al leged M srepresentations Concerning the

Type — Commercial, SOHO or Residential --
of LOA's Custoners

Def endant s next contend that they never m srepresented t hat
LOA's customer base was primarily comrercial. This famly of

all eged msrepresentation conprises Defendants’ statenents
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t hroughout the period that they were acquiring |SPs after the
| PO. Plaintiffs claimthat “[most of the Internet custoners
obt ai ned through acquisitions of ISPs . . . were residentia
custoners,” not commercial or SOHO custoners. Conplaint, { 29.
Plaintiffs also allege that LOA's telephone customers (as
di stinguished fromits Internet custoners), which it began to
acquire at |least one year after the IPO were primarily
residential. 1d. at § 30.

Plaintiffs do not dispute, however, that some portion of
LOA's custonmer base, both before and after the IPO was
commercial. The Conplaint itself acknow edges repeatedly that
LOA represented that it offered and was planning to offer

t el econmuni cati ons services to residential and comerci al
clients” or to “business and residential clients.” See
Conmpl aint, ¢9Y 65, 67, 72, 74, 78. Neverthel ess, Plaintiffs
argue that “Defendants were not targeting comrercial custoners
and, in fact, its [sic] customer base was primarily residenti al
in nature.” Id. at T 69(a) (enphasis supplied); see also T
79(b) (“[LOA] had not been successful in penetrating the
commercial market.”).

Even if the Court accepts the allegation that “alnost all”

or the “vast majority” of LOA’s custoners were residential, (Pl

Mem at 18-19), rather than commercial, it does not discern any
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conduct with respect to this category of alleged nisstatenment
t hat contravenes the Act. Plaintiffs argue that “[t] he federal
securities laws require nmuch nore honesty” than that of the
statements in this record. Pl. Mem at 19. No proposition of
law buttresses this flourish of indignation. VWiile it is
reluctant to engage in |egal rhabdomancy, the Court believes
that Plaintiffs rely on the proposition (later articulated in
their brief) that “once a conpany makes a disclosure, it is
under a duty to make the disclosure conplete and not
m sl eadi ng.” Pl. Mem at 20 (enphasis in original) (citing

Lucia, 36 F.3d at 175; Helwig v. Vencor, lnc., 251 F.3d 540,

560-61 (6t" Cir. 2001)).

Luci a was a section 10(b) securities fraud action invol ving
i nvestnents in conpani es that offered a diversified portfolio of
“junk bonds” — high yield fixed-income securities — the market
for which plumeted after the investing public becane aware t hat
their default rate was considerably higher than initially
bel i eved. 36 F.3d at 172. Plaintiffs, purchasers of junk
bonds, all eged that the defendant conpanies’ directors utilized
a msleading statistical conparison in their prospectuses to
portray the historic performance of junk bonds: in the ten years
surveyed, the data indicated that junk bonds outperforned

Treasury securities. 1d. Plaintiffs clainmed, however, that in
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the six years leading up to the Defendants’ public offerings,
Treasury securities outperformed junk bonds, a fact which
Def endants had not disclosed. 1d. at 173.

In concluding that this particular om ssion was materi al,
the First Circuit first repeated the famliar refrain that
information is material “only if its disclosure would alter the

“total m x” of facts available to the investor and “if there is

a substantial |ikelihood that a reasonable sharehol der would
consider it inmportant” to the investnent decision.” [d. at 175
(citations omtted) (enphasis in original). Furthernore, the

court noted that a statenment’s literal truth cannot in all
circunmstances shield it fromactionability: “[s]one statenents,
al though literally accurate, can becone, through their context
and manner of presentation, devices which mslead investors.”

Id. Such was the case in the circunstances of Lucia:
We begin by noting that the six years at issue are the
six years leading up to the fund’ s public offering.
Moreover, while any one or tw years mght favor
Treasury securities wi t hout anmounti ng to an
unfavorabl e trend, we think that a six-year conpari son
favoring Treasury securities is substantial enough to
cast sonme doubt on the reliability of the reported
ten-year figure. |In other words, we cannot say as a
matter of |law that the undisclosed information about
the six-year period would not alter the total m x of
facts available to the investor.

ld. at 176. The central point in Lucia, therefore, was that a

jury mght have found that the omssion of this crucial
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information reflecting the performance of junk bonds in the six

years i medi ately pr ecedi ng t he public of fering was
substantially likely to have been considered inportant by an
i nvest or.

The same cannot be said with respect to the alleged
m srepresentations and om ssions about LOA s custoner base or
the type of custoner it was pursuing. As an initial matter,
Plaintiffs’ allegations of fraud in this area rely on a
selective and truncated reading of the |anguage that is
chal | enged. For exanple, LOA's August 12, 1999 Form 10- QSB
states, in relevant part:

Qur goal is to becone a |eading provider of a w de
range of Internet, voice, data, video, and cable

programm ng in the Northeast. To acconplish this
goal, we intend to develop, utilize and package our
services for t he resi denti al and comrer ci al

mar ket pl ace at conpetitive prices.

To date, we have focused our efforts on high revenue,
high margin comercial clients which enter into term
contracts for service, generally 12 nonths in
dur ati on. We intend to utilize these relationships
and begin cross-selling additional services as we roll
out our high speed DSL backbone. We will utilize this
backbone to of fer hi gh mar gi n, val ue added
t el ecomruni cati ons services under one unified bill.
W rely on service and performance to attract and
retain our custonmers
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Def. App., Tab 10 (enphasis supplied).'® The cited paragraphs
appear imediately below a clearly visible “bespeaks caution”

statenment of the type di scussed earlier, warning the reader “not
to place undue reliance on [the] forward-|ooking statenents”
that followit. 1d.

Just as in the Prospectus, the “total mx” of the
i nformati on provi ded here sinply cannot be vi ewed as m sl eadi ng.
Any reasonable investor would recognize the totality of these
statenents as hortative — not as statements of present fact:
LOA, barely four nonths after its public offering, framed its
entire discussion in aspirational terns, frequently using the
future tense and words such as “goal,” “intend,” “beconme,” and
“devel op.”

A survey of Plaintiffs’ specific charges regarding these
Form 10-QSB statenents (at Conplaint, 9§ 66(c), (e) and (f))
illustrates their legal insufficiency. First, Plaintiffs claim
that “[LOA] was not obtaining “high revenue, high margin”
commercial clients.” 1d. at § 66(c) (enphasis supplied). But

that is not what is stated in the Form 10-QSB, which reads: “To

date, we have focused our efforts on high revenue, high nmargin

® Plaintiffs cite only the second of these two paragraphs from
the August 12, 1999 Form 10-(BB. See Conplaint, T 65.  course,
ripping this passage away fromits context may serve Plaintiffs’
ends, but it is not at all indicative of the “total m x” of
information in the Form 10- QSB avail able to the investor.
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commercial «clients.” (enphasis supplied). Even if that
statenment is taken entirely out of context (as it should not be
for purposes of this analysis), the fact that LOA had not
actual ly obtained commercial custonmers at the tinme the statenment
was nade does not logically conpel the conclusion that
Def endants were |ying when they said that LOA had focused its

efforts on acquiring commercial custoners. See Eisenstadt, 113

F.3d at 746 (“Hindsight is not the test for securities fraud.”).

Next, in paragraph 66(e) of the Conplaint, Plaintiffs claim
that “LOA had no ability to provide customers with a ‘“unified
bill[.]"” This allegation, once again, mscharacterizes the
chal l enged statenent: “We will utilize this backbone to offer
hi gh margi n, value added tel econmuni cations services under one
unified bill.” This is a forward-1ooking statenment, not a
description of LOA's present capabilities. It is therefore not
actionabl e.

Par agraph 66(f) alleges that “LOA’'s services and custoner
care were seriously flawed and substandard and could not be
relied upon to attract custoners,” which ostensibly questions
the veracity of the statenment: “W rely on service and
performance to attract and retain our custoners.” Thi s

statement is not actionable. All that this statenent stands for
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is the unchall enged proposition that LOA relies on its service
and performance; it is not a judgnent about the quality of that
service and performance. Therefore, the allegation that LOA s
service and performance are flawed and substandard, even if
bel i eved, does not render the statenent fraudul ent.

Each allegation of fraud relating to the type of custoner

LOA had acquired or intended to pursue suffers from the sane

fundanental |egal defects — they are sinply not actionable.?
® See, e.qg., (1) Conplaint, T 69(a): “Defendants were not

targeting commerci al custoners and, in fact, its [sic] custoner base
was primarily residential in nature.” The allegedly fraudul ent
statements are that “[t]he addition of UcoNects [sic] comercia
custoner base conplinents [sic] our strategy to provide enhanced

t el ecomuni cations services for business and residential clients

t hroughout the Northeast corridor,” (enphasis supplied) and that the

acqui sition of UcoNects and NetQuarters, Inc. “increases our base of
clients to cross-sell enhanced tel ecommunications services.” These

statements are not actionable. (2) Conplaint, T 79(b): “[LQA] had not
been successful in penetrating the commercial market. In fact, nost

of the custoners it had acquired were residential, not commercial.”
The al l egedly fraudul ent statements are that LOA had acquired “all of
the high-end comrercial Internet accounts of” Virtual Media

Technol ogies, Inc., that this acquisition “accel erates [LQOA s]
penetration of the commercial nmarket for bundl ed communi cations
products and val ue added services,” and that LQOA “gain[s] a pre-

qual ified group of conmmercial accounts . " These statenents are
not actionable. (3) Conplaint, § 85(b): “LCA had not been successful
in attracting and mai ntaini ng business clients. In fact, nmost of the
clients it added through acquisitions were residential customers, not
busi nesses.” The allegedly fraudul ent statements are that LQA, “[b]y
provi di ng busi ness custoners with the bundl ed communi cati ons and

val ue added services they need to compete . . . has quickly beconme an
integral partner to many of the fastest grow ng businesses in the
Nort heast. Through the continued expansi on of these existing

relati onshi ps, as well as through the addition of new business and
residential customers, [LOA is ideally positioned for continued
accel erated growh,” that LOAis “striving to becore the |eading

si ngl e-source provider of voice, data, and video services to business

38



Plaintiffs illumnate their own allegational shortcon ngs,
synmptomatic of the infirmties afflicting this entire fam |y of
pl eadi ng, when they state: “Contrary to [LOA' s] stated intent,
the custoners it had acquired were largely residential, not
commercial.” Conplaint,  94(b). That LOA ultimately may have
been unable to realize its dreanms cannot transmogrify hopef ul
predictions into fraudul ent dictions.

d. Al leged M srepresentations Concerning the
Quality and Quantity of LOA' s Custoners

Plaintiffs allege repeatedly that Defendants’ public
statenments m scharacterized the socioecononm c status of LOA s
| nternet and tel ephone custonmers and inproperly inflated LOA s
counts of its Internet and tel ephone custoners.

The first challenged statenment appears in an October 28,
1999 press rel ease i ssued by LOA: “The acquisitions [of Tw sted-
Pair Networks, NetQuarters, and UcoNects] expand [LOA s]

busi ness and residential base to 30,000.” Def. App., Tab 15.

and residential custonmers in each of our current nmarkets,” that LQOA
“offer[s] AEC. . ., DAEC. . ., and ISP . . . bundled services to
residential and commercial custoners,” and that LOA's “objective is
to becone the |eading single-source provider of voice, data, and
video services to residential and small to medi um sized busi ness
custoners in each of our nmarkets.” These statenents are not
actionable. (4) Conplaint, § 111(d): “LOA s customer growth was
primarily due to the addition of residential customers, not
comercial clients.” There are no allegedly fraudul ent statenents
supporting this contention that relate to LOA' s residential or
commercial clients.
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The acqui sitions of these conpani es brought additional |nternet
custoners to LOA, and, as Defendants point out, Plaintiffs have
explicitly stated as nmuch in the Conplaint. See Conplaint, § 42
(“During the Class Period, LOA acquired sonme or all of the
busi ness of several other ISPs . . . growing its customer base
to nore than 30,0000 [sic] Internet subscribers.”). Thi s
statement is not actionable because it is true.

The second chal | enged statenment appears in a February 29,
2000 press release issued by LOA: “During the year, we conpl eted
the first phase of our growth plan, the acquisition phase, which
established a critical mass of customers throughout the New
Engl and states.” Def. App., Tab 25. Plaintiffs object to the
phrase “critical mass.” Conplaint, § 94(b). The phrase is non-

actionabl e puffery, just as the hypothetical claimthat LOA had

acquired “a ot of custoners would be puffery. These are
purely subjective, unverifiable descriptions of the number of
customers LOA had garnered as a result of the acquisitions
(which Plaintiffs concede was in the tens of thousands).

The third chall enged statenment appears in a May 23, 2000
press rel ease i ssued by LOA: “[Q ver the | ast 60 days, [LOA] has
si gned up 8,000 new commerci al and SOHO voi ce custoners . . . .7

Def. App., Tab. 30. The objection is that, of these 8,000 new

t el ephone custonmers, the “vast majority” were residential rather
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t han SOHO or commerci al, and that LOA made this statenment nerely
to “boost its custonmer nunmbers.” Conplaint, § 106. Defendants
rejoin that SOHO custoners are necessarily residential, because
they operate froma residence. Def. Mem at 12. This argunment
i'sS unconvincing. The Court may reasonably infer that by
characterizing their 8,000 new telephone custonmers as
“comrercial and SOHO,” and omtting the word residential,
Def endants wi shed to convey that they were augnenting their
commerci al custoner base.?® The statenent is actionable.

The fourth chall enged statenent appears in a May 24, 2000

article reported in The Providence Journal-Bulletin, wherein

Cornell is represented to have stated that he expected LOA s
“custonmer count this year to hit 100,000.” Def. App., Tab 31.
Plaintiffs believe the statenent is fraudul ent because
“Defendants’ publicly reported custoner counts were inflated
because they included custoners who had cancel ed their service

with LOA, custoners whose accounts were uncollectible, and

custonmers of PivotNet, who were not LOA custonmers.” Conpl aint,
T 108(a). Even if accepted, however, this allegation has
little, 1if any, relevance to Cornell’s statenent. Cornell’s

2 This statenment contrasts starkly with the type of statemnent
di scussed supra at 11 (C(1)(c), in which Defendants were careful to
include the word “residential” when comenting on the custoners they
were acquiring.

41



forecast that LOA would have 100,000 custonmers by the end of
2000 is a forward-1ooking statenent and does not purport to be
based on any factual information, whether or not properly
cal cul ated, available at that tinme. It is a naked prediction
unsupported by any facts, and would not be deened material by a
reasonabl e investor. It is not actionable.

The fifth chall enged statenment appears in an August 9, 2000
press release: “[LOA is] [p]Jroviding service to 45,000
custonmers, a gain of 25% since March 31 and 50% for the six
nmont h peri od.” Def. App., Tab 32. Plaintiffs’ objection is
that LOA’s “publicly reported customer count was inflated with
persons and busi nesses who did not pay their bills, were not
receiving services, or were not LOA customers.” Conplaint, 1
115(b). A custoner who does not pay his bills does not cease to
become a custoner; he is sinply late in his paynents.?!

On the other hand, Plaintiffs’ allegation, supported by an
anonynous source, that “LOA s publicly disclosed customer count

was never adjusted to renove subscribers who were no | onger

2 That sone “new custoners were added and billed w thout regard
to their poor credit histories, creating a substantial risk of
uncol l ectibility,” Conplaint, § 36, is not relevant. CQustomers with
poor credit histories are still customers. Defendants did not
represent that they had obtained only fabul ously wealthy or uniformy
credit-worthy customers. Sinilarly, that as of August, 2000
“approxi mately 1,200 “custonmers” had not paid their bills in over 90
days,” does not mean that LOA commtted fraud by including these |late
accounts in its customer count.
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using LOA’ s services,” Conplaint, 1 31(a), is a nore substanti al
claim If true, it could affect materially (depending on the
nunmber of inproperly included accounts) the nunber of custoners
LOA could justifiably assert it had acquired.? This statenent

is actionabl e.

e. Al l eged M srepresentations Concerning the
Type of Services That LOA O fered

The next subset of alleged fraud essentially concerns one

statenment that was repeated at the bottom of various 1999 press

rel eases: “[LOA] isa. . . ‘CLEC and . . . ‘11SP providing
|l ocal dial-tone, instate toll, long distance, high-speed
| nternet access and cable programm ng solutions . . . .” See

Compl ai nt, 99 58, 65, 72, 78; Def. App., Tabs 5, 14, 17.

Counsel for Defendants conceded at oral argunment that LOA
was never able to offer cable programmng at any tine in the
cl ass period. Instead, Defendants argue that, given the context
in which these statenents were made (a few nonths after the | PO
as LOA was in the process of acquiring |ISPs) any reasonable
investor (“[o]f course”) would surely know that LOA “had not

managed suddenly to transform itself into a full-fledged

2 Defendants fail adequately to address this argument: they
conflate the allegation that 1,200 customers were delinquent in their
paynments with the allegation concerning inproper inclusion of
accounts that had already been term nated or were no | onger receiving
LQA services. See Def. Mem at 13.
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provi der of Internet, tel ephone, and cable services.” Def. Mem
at 14. This will not do. The statenment is a representation of
present and verifiable fact —- LOA narketed itself and may have
attracted investors because it represented itself as a conpany
t hat could provide and was providing these services. If it
could not or was not providing these services at the tinme it
i ssued these statenents, it may have conm tted acti onabl e fraud.
The statenments are therefore actionable as a matter of |aw 23

f. Al |l eged M srepresentati ons Concerning LOA s
Quality of Service

Thi s subset concerns a host of allegations that Defendants
m srepresented the quality of their custoner service as “great,”

“truly exceptional,” “superior,” the “best,” and “world cl ass.”
Conmpl aint, 91 65, 72, 83, 90. Plaintiffs claim that these
nodifiers are materially false because LOA's custonmer service
was poor, and cite vari ous i nci dents of cust omer
di ssati sfacti on. Conpl ai nt, 99 42-409. Plaintiffs also |unmp
into this category the statenments about LOA's ability to offer

its customers a “unified billing structure” for the range of

services the LOA custonmer was to receive. Conplaint, T 109.

= Defendants’ argunent that it is unreasonable to assune that
LOA was a “full-fledged” tel ecomunications provider is unconvincing
for other reasons. LQA stated that it could offer services that it
now concedes it never became capable of providing. It was therefore
under a duty to correct those m srepresentations.
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Def endants point out that allegations of corporate
m smanagenent cannot support a claim for securities fraud, and
the correlate principle that a failure to disclose purported
m smanagenent is |ikew se non-actionable. Def. Mem at 15

(citing Santa Fe Indus., Inc. v. Green, 430 U.S. 462, 479, 97 S.

Ct. 1292, 51 L. Ed. 2d 480 (1977); Fitzer, 119 F. Supp. 2d at
31)).

The inquiry does not end here, however. Unlike in Santa Fe
and Fitzer, Plaintiffs here allege that Defendants nmade
statenents describing the quality of custoner service at LOA
that they knew to be false, given the alleged managenent
probl ens. The basis for the clainms, therefore, is not the
nm smanagenment, but the all egedly deceptive statenments concerning
t he m smanagenent :

In this case, plaintiff alleges that defendants

m smanaged Bel |l [ Savings Bank]. |If this were all that
plaintiff alleged, [Bell’s receiver] would be correct
in its position that only Bell has a claim against

def endants and that plaintiff my assert that claim
only by satisfying the prerequisites of a derivative
action. But plaintiff al | eges nor e t han
M smanagemnment . He alleges that defendants nade
affirmative representations inconsistent with the
state of corporate affairs they knew to exist.

Hayes v. Gross, 982 F.2d 104, 106 (3" Cir. 1992); Serabian v.

Anpbskeaqg Bank Shares, Inc., 24 F. 3d 357, 365 (1st Cir. 1994) (“In

this series of allegations, plaintiffs do nmore than sinply
identify managenment problens or point to statenents that put a
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positive spin on the conpany’s circumnmstances, w thout indicating
how or why defendants should have known the descriptions were
i naccurate. Rather, these paragraphs present a contrast between
what conpany officials were hearing internally about their | oan
review effectiveness and the adequacy of their [allowance for
| oan | osses], and what the conpany was telling the public at the
sane tine.”) (enphasis in original).

Plaintiffs all ege nunerous specific and pervasive exanpl es
of sub-par custoner service at LOA, several of which they allege
were remarked upon at various tines by LOA enployees: from
routine custonmer conplaints about service and dial tone

interruption, to |long delays in service set up, to insufficient

resources to handl e custonmer problens. See, e.qg., Conplaint, 11
47-49. Def endant s’ representations of “great,” “truly
exceptional ,” “superior,” the “best,” and “worl d cl ass” custoner

service, when matched against these allegedly w despread
probl ens (of which Defendants do not deny they were aware),
constitute actionable statenents at this stage in the
pr oceedi ngs.

Li kewi se, the all egati on in paragraph 109 t hat Paol o st at ed,
in an interview with the Wall Street Transcript Corporation,
that LOA was bundling all of its services intoaunifiedbill is

acti onabl e. Plaintiffs claim that LOA was never able “to
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integrate the billing systens of the conpanies it acquired into
one unified system” Conplaint, ¥ 49. This is nore than sinply
an allegation of undisclosed nm smanagenent: it charges that
Paol o m srepresented what LOA could provide its custonmers in
terms of service.

g. All eged M srepresentations Concerning the

Reasons for LOA' s Losses

The next group of alleged fraud deals w th Defendants
statenents regarding the reasons for LOA s | osses. Plaintiffs
allege that Defendants’ SEC filings and associated press
rel eases were m sleading because Defendants did not disclose
that LOA's losses were in sone nmeasure attributable to
“uncontrol |l ed spending on office space,” excessive salaries and
bonuses for LOA s officers, and paynent of Defendants’ personal
expenses. See Conplaint, T 50-51, 66(a), 94(a).

Plaintiffs do not present any argunents supporting the
viability of these allegations. These all egations are not
actionable as a matter of law even if true, they represent
precisely the type of naked allegations of cor porate
m smanagenent that are not proscribed by the securities |aws.
See Shaw, 82 F.3d at 1206-07.

h. Al |l eged M srepresentations Concerning the

Status of LOA's Relationship with Nortel
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Plaintiffs claimthat Defendants m srepresented the status
of LOA's ultimately failed relationship wth Nortel.
Specifically, Plaintiffs assert that Defendants stated that the
Nortel swi tch had gone “live” and was “established” but that it
never actually functioned, because (according to an anonynpus
former network engineering manager at LOA) “the conpany never
had the means to tie together the Nortel equipnment it acquired
into an operational network.” Conplaint, 1 43-45.

Typi cal of the Defendants’ representations regarding the
Nortel switch are the follow ng, which appeared, respectively,
in May 23, 2000 and August 9, 2000 press rel eases:

[ LOA] announced that its first Nortel DMS 500 switch

went live . . . . The conmpany will now conmence novi ng
its existing custonmer traffic over to its own swtch
which will lead to increased control over service

quality, the ability to offer enhanced high speed
product offerings, and greater per line profitability.

Def. App., Tab 30.
The first Nortel switch and ten central offices in
Rhode Island were established, in line wth our
installation plan. An additional 50 central offices
in Maine, Mssachusetts, New Hanpshire, and Vernont
will be on |ine by year-end.
Def. App., Tab 32.
Plaintiffs once again plead their allegations inprecisely,
t herefore, in characterizing Defendants’ statenments as
representing that the Nortel switch had gone live and was

established in toto. Def endants only stated that the “first
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Nor t el switch” had gone Ilive and been established.
Nevert hel ess, Defendants’ argunent that its statenments about the
success of the Nortel switch were technically true at the tine
they were made, despite the alnobst imediate failure of that
first swtch and Defendants’ subsequent failure to informthe
public that the entire Nortel operation never functioned, nust
be rejected. G ven the alleged total failure of the Nortel
switch, LOA was under a duty to correct the optim stic, factual
i npression conveyed by its statenment that the first Nortel
switch had succeeded and the natural inference that other Nortel

switches were inmm nent. 2 See Summm  Four, 93 F.3d at 992.

Standing alone (as they do), these statenents inply that the
Nortel switch was proceeding on course. If it was not,
investors had a right to know. The statenents regarding the
Nortel switch are actionable.

i Al l eged M srepresentations Concerning LOA s
Present and Future Revenues

This subset of alleged fraud involves (1) LOA s overstated
revenues as a result of alleged wi despread billing errors at

LOA, Defendants’ refusal to wite-off bad debts, and Def endants’

% Defendants’ contention that they never represented that the
Nortel switch had noved “beyond the test phase,” Def. Mem at 17, is
irrelevant. Defendants never represented, in this context, that they
were in a “test phase,” so a potential investor would have had no way
to know that, at the tine of Defendants’ statenents, the Nortel
switch was in an enbryonic, non-viable, “test”-like stage.
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refusal to establish a reserve for bad debts; and (2) Paolo’s
statenent that he expected LOA to “continue its fast paced
growth” and Cornell’s prediction that LOA's year 2000 revenues
woul d reach $15 million

As to the allegations of overstatenment of LOA s actual
revenues, Defendants contend that they lack the requisite
specificity to withstand dism ssal because Plaintiffs neither
set forth the anpunt nor estimate the magnitude of the all eged
overstatenment. Def. Mem at 20-21.

The pivotal case on this issue, both parties agree, is

Aldridge v. A T. Cross Corp., 284 F.3d 72 (1st Cir. 2002).

There, the plaintiff’s “core claim [was] that the reported
revenues and earnings in [the defendant’s] financial statenents
were artificially inflated and that the statenments contained
onmi ssions of material fact,” and were not in conpliance with
GAAP. Ld. at 79. Wth respect to the necessity of pleading
precisely the amount of the alleged overstatenent, the First
Circuit’s approach is one of context rather than of adherence to
a bright-line rule: “[We do] not hold that a plaintiff, before
di scovery, nmust in every case all ege the anount of overstatenment
of revenues and earnings in order to state a claim that

undi scl osed price protection schenes were fraudulent.” [d. at
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81 (citing Greebel, 194 F.3d at 204); see In re Cabletron

Systens. Inc., 311 F.3d 11, 32-33 (1%t Cir. 2002).

Here, the all egations that LOA i nproperly included revenues
bel onging to a conpany cal |l ed PivotNet (which was not one of the
| SPs LOA had acquired) as its own survive dismssal. Plaintiffs
claimthat CyberTours had, prior to its acquisition by LOA an
agreenment in place with PivotNet whereby CyberTours would
operate PivotNet’'s network in exchange for 80% of the revenue
coll ected fromPi vot Net custoners. Conplaint, 1 41. Plaintiffs
further allege that LOA “inproperly recognized 100% of the
revenues from PivotNet’s custonmers, which anmounted to an
addi ti onal $30,000 to $45,000 per nmonth in revenues for LOA.”
Id. Plaintiffs identify a “former vice president of technical
services” and another “LOA vice president” as having notified
Paol o and LOA COO Charles Cleary about this error, but claim
t hat not hi ng was done to correct it. |d. These allegations are
sufficiently particularized to nmeet the PSLRA pleading
st andar ds: given this context, it 1is not necessary, as
Def endants contend, for Plaintiffs to specify in the Conpl aint
“when this occurred” (necessarily, it occurred within the class
period, and after the time of the CyberTours acquisition) or
“whet her Pivot Net ever made demand for a return of this all eged

20% " Def. Mem at 22.
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By contrast, the allegations concerning LOA's alleged
failure to wite-off bad debts (and its inclusion of

“uncol l ectible” invoices as revenue) and its alleged interna

billing errors are not actionable. Plaintiffs aver that
“custoners routinely conplained about billing errors,” that
“approximately 50% of LOA s tel ephone custoners had billing
i ssues,” and that these “billing i ssues were di scussed at weekly
formal executive neetings.” Conplaint, 1Y 33-34. There is no

i ndi cati on, nor even an approximation, of the ambunts of the
alleged inflation in revenue that these errors caused, and these
al l egations are inadequate to support an inference that
Def endants fraudulently overreported their revenue as a result
of these errors.

Simlarly, Plaintiffs claim that “[e]larnings also were
materially inflated as a result of defendants’ failure to wite
of f uncollectible receivables and establish and mintain an
adequate bad debt reserve,” because “LOA did not have an
effective system in place to nmonitor and collect outstanding
accounts receivables [sic].” Conplaint, § 36. The evi dence
supporting this contention is that “[a]ccounts receivable
skyrocketed during the Class Period from $171,897 at June 30,
1999 to $1,880,178 at Septenber 30, 2000,” and that LOA “added

and billed customers wthout regard to their poor credit
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hi stories.” Id. This denonstrates nothing of consequence:
“accounts receivabl e’ does not nean “accounts overdue.”? The
fact that LOA’'s accounts receivable “skyrocketed” during the
class period is entirely understandable: LOA was acquiring new
custoners at an exponential rate after its |IPQO % Moreover
Plaintiffs fail to plead with requisite specificity the vol unme
(or even approxi mte volune) of new custonmers for whom LOA
failed properly to perform credit checks, or the effect that
such a failure had on LOA’s reported revenues.

The allegations of msstatenents respecting LOA's future

revenues also fail as a matter of |aw. Paol 0’ s prediction of

“continue[d] . . . fast paced growth,” which appears in a
February 29, 2000 press release, is wholly subjective, non-
actionable puffery. In addition, a clearly denmarcated

cautionary statement of the kind discussed earlier immediately

follows it. Def. App., Tab 25. Likew se, Cornell’s prediction

% An “account receivable” is sinply “[a]n account reflecting a
bal ance owed by a debtor; a debt owed by a custoner to an enterprise
for goods or services.” Black's Law Dictionary 17 (7'" ed. 1999).

% The “al l onance for doubtful accounts” chart that Plaintiffs
set forth at paragraph 141 of the Conplaint is simlarly imaterial
Wiile it is true that the all owance for doubtful accounts, as a
percentage of gross accounts receivable, did not keep pace in
| ockstep as tine progressed, that discrepancy in bookkeeping is
i nsufficient evidence of fraud rising to the requisite |evel of
materiality. . dassman v. Conputervision Corp., 90 F.3d 617, 633
& n.26 (1 Gr. 1996) (onission found immaterial when it reflects a
very minor, |ow percentage discrepancy).
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of $15 mlIlion in revenues by the end of 2000 is just that — a
naked and unsupported prediction, which is unactionable for the
sane reasons that Cornell’s forecast of 100,000 custoners (supra
at 11(C(1)(d)) is not actionable.?

2. The Materiality of LOA's Stock Price Mvenents

Def endants assay one final attack on the materiality of the
all egedly fraudulent m srepresentations and oni ssions. They
contend that none of the allegations is material because LOA' s
stock price steadily declined throughout the putative class
period; in fact, on Novenber 20, 2000, the last day of the
putative class period (and the day that LOA allegedly “finally
reveal ed the extent of its problens,” Conplaint, { 121), LOA s
stock price rose. Therefore, the argunment goes, investors were

not deceived by the alleged m srepresentations and oni ssions,

7 Plaintiffs’ clains that the statenents respecting LOA's
al | eged overstatenment of revenue violate sundry principles of GAAP
require little cooment. “Merely stating in conclusory fashion that a
conmpany’ s books are out of conpliance with GAAP would not in itself
denonstrate liability under section 10(b) or Rule 10b-5.” Cabletron
311 F. 3d at 34; Serabian, 24 F.3d at 362. Wile it is true that
allegations reflecting gross inflations (i.e., “by tens of mllions
of dollars per quarter,” see Cabletron, 311 F.3d at 35) and the
concomtant GAAP violations nmght, given the “total mx of
information,” be material, the nagnitude (even when assessed
proportionately) of alleged overstatenent in this case hardly reaches
such I evels. Neverthel ess, out of an abundance of caution, the Court
hol ds that the all eged overstatenents in revenue resulting fromthe
Pi vot Net - Cyber Tours transacti on may have constituted GAAP viol ati ons
reflecting the level of materiality discussed in Cabletron. The
all egations of GAAP violations as to this issue, therefore, are
sufficient to withstand dismssal. Al other alleged GAAP viol ati ons
are not actionable.
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but were filtering them through the sieve of the rational and
efficient market, steadily “sour[ing] on LOA” all the while; the
di scl osures of Novenber 20, 2000 were of little nmonent to the
mar ket . Def. Mem at 25-26; Def. App., Tab 1.28
The argunent m ght have some force, but for the fact that

LOA's stock only rose mcroscopically ($0.06 per share) on
Novenmber 20, 2000, and is conceded to have plunged rather

precipitately thereafter (falling 30%on Novenber 21, 2000; 60%
in eleven trading days; and 80% in twenty trading days). I n
response to these novenents, Defendants tout the opinion of one
expert that “[n]Jumerous enpirical studies have confirmed the
assunmption of rapid price adjustnent . . . [all of which] found
that new information is capitalized in stock prices no |ater

than the day of release.” Def. Mem at 27 n.10 (citing Dani el

R. Fischel, Use of ©Mddern Finance Theory in Securities Fraud

® This is essentially a defense prem sed on an absence of
reliance. Plaintiffs have pled the fraud-on-the-nmarket theory of
reliance applicable to securities fraud actions; namely, that LOA
traded its shares in a “wel|-devel oped and efficient market,”
Complaint, f 142. This theory obviates the usual requirenent that a
plaintiff prove individual reasonable reliance, because it is assuned
that the investing public “generally consider[s] nost publicly
announced mnaterial statements about conpani es, thereby affecting
stock prices.” Basic, 485 U S at 246-47 n.24; see also Shaw, 82
F.3d at 1218 (“In [fraud-on-the-narket] cases, the statenents
identified by plaintiffs as actionably m sleading are alleged to have
caused injury . . . by dint of the statenments’ inflating effect on
the market price of the security purchased.”).
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Cases I nvolving Actively Traded Securities, 38 Bus. Law. 1, 18

n.49 (1982) (citations omtted)).

It is certainly possible that this view will ultimtely
carry the day. The Court is loath, however, at this early
stage, to reach | egal conclusions regardi ng market reliance from
anmbi guous market history by engaging in its own projections
about Ilikely market novenent, from day to day, during the
putative cl ass period and after Novenmber 20, 2000. These issues
are factual disputes, which will likely require expert testinmony
about general market trends and the timng of the market’s
reaction to m srepresentations and/or om ssions.?® See Basic,
485 U.S. at 248 n.28 (the Suprenme Court did “not intend

conclusively to adopt any particular theory of how quickly and

® The observation of the Third Grcuit that “when a stock is
traded in an efficient nmarket, the nateriality of disclosed
informati on may be nmeasured post hoc by | ooking to the novenent, in
the period immedi ately followi ng disclosure, of the price of the
firms stock,” is not to the contrary. CGan v. Stafford, 226 F. 3d
275, 282 (3@ Gr. 2000). In Oan, the defendant conmpany’s “share
price rose by $3.00 during the four days after the [naterial]
di scl osure,” and there was no allegation that it coll apsed
thereafter. 1d. at 283; cf. No. 84 Enployer-Teanster Joint Council
Pension Trust Fund v. Anerican Wst Holding Corp., 320 F.3d 920, 947
(9" Gr. 2003) (Tallnman, J., dissenting) (the narket's “collective
yawn” in response to disclosures of allegedly material information
mani fested by the stock’s mnuscul e gains and | osses, constituted a
failure of plaintiffs’ fraud-on-the-nmarket theory). Here, by
contrast, there was no yawn: a fractional increase the day after the
di scl osures was rapidly followed by an exponential decrease fromthe
second day forward.
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conpletely publicly avail able informationis reflected in nmarket
prices”) .3
3. Sci enter

Because various of the Conplaint’s allegations are
actionabl e, 3 and because Plaintiffs’ fraud-on-the-market theory
is adequate to establish reliance, the Court proceeds with the
scienter inquiry. The pleading requirenments for allegations of
scienter are set forth in the PSLRA:

In any private action arising under this chapter in
which the plaintiff nmay recover noney damages only
on proof that the defendant acted with a particular
state of mnd, the conplaint shall, with respect to
each act or omi ssion alleged to violate this chapter,
state with particularity facts giving rise to a strong
inference that the defendant acted with the required
state of m nd.

% Defendants rely heavily on Nathenson v. Zonagen Inc., 267
F.3d 400 (5'" Gr. 2001), but (in addition to this Court’s
observation that Zonagen' s reasoning on this point has not been
adopted in the First Grcuit) nothing in Zonagen suggests that a
fraud-on-the-market theory necessarily fails where a material public
disclosure is followed by a single day of mninmal stock price
i ncrease, especially when it is followed by a plumret in stock price.

% These include the allegations concerning msrepresentations
about (1) LOA's overall market position, (2) LOA s characterization
of 8,000 new tel ephone custoners as conmercial and SCHO, (3) LA’ s
allegedly inflated customer count as a result of its failure to
remove customners who were no |longer using its services, (4) the types
of services LOA was able to offer, (5) the customer service LOA was
capabl e of providing, (6) the status of the Nortel switch, and (7)
the all eged overstatenent of revenue resulting fromthe PivotNet-
Cyber Tours transacti on.
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15 U.S.C. 8§ 78u-4(b)(2). Al t hough al |l egati ons of motive and
opportunity are strong evidence of scienter, “merely pleading
moti ve and opportunity, regardless of the strength of the
inferences to be drawn of scienter, is not enough.” G eebel

194 F.3d at 197. Furthernore, “[t]he rule in this circuit has
been to accept recklessness, as narrowmy defined in . . . two

Seventh Circuit cases (Sundstrand and Sanders), 3 as a nethod of

proving scienter.” 1d. at 199.

This Conplaint pleads scienter adequately. Plaintiffs
all ege that Defendants falsely represented that LOA could
provi de services that it could not, such as cable service. LOA
is alleged never to have been able to offer cable services, a
fact which Defendants concede. The notive and opportunity are
clear — Paolo and Cornell were in the top two positions of
| eadership at LOA, and wi shed to garner additional customers and
busi ness opportunities by representing LOA as a conpany that

could offer a total package of bundled telecommunications

% Sundstrand Corp. v. Sun Chem Corp., 553 F.2d 1033, 1045 (7"
Gr. 1977) (reckless conduct was defined as “a highly unreasonabl e
om ssion, involving not merely sinple, or even inexcusable
negli gence, but an extrene departure fromthe standards of ordinary
care, and which presents a danger of m sl eading buyers or sellers
that is either known to the defendant or is so obvious the actor nust
have been aware of it.”); Sanders v. John Nuveen & Co., 554 F.2d 790,
793 (7'M Ar. 1977) (“We believe “reckless” in these circunstances
comes closer to being a lesser formof intent than merely a greater
degree of ordinary negligence. W perceive it to be not just a
difference in degree, but also in kind.”).
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services, when they knew it could not. Simlarly, Paolo and
Cornell are alleged to have known all too well that LOA was not
at any tinme the ‘“premer,” “dom nant,” or “1 eadi ng”
t el ecommuni cati ons conpany in the Northeast. Plaintiffs allege
that various forner LOA enployees (whose positions and
enpl oynment time frame are identified) informed Paolo and
Cornell, either directly or otherwise, that LOA's custoner
accounts were inflated with customers no |onger using LOA
services, that revenues were overreported as a result of the
Pi vot Net - Cyber Tours transaction, and that custonmer service at
LOA was dreadful; Defendants are alleged to have made public
statenments wherein they repeatedly ignored, glossed over, or
sinply m srepresented or failed to disclose these problens. At
the very least, this conduct, if true, denonstrates the type of
wi |l ful reckl essness recognized in this circuit as a
sufficiently powerful indiciumof scienter to survive dism ssal .

4. Section 20(a)

Because the Court has determ ned that portions of the
Amended Conpl aint survive dismssal, it |ikewise rules that
Plaintiffs’ cause of action under 15 U S.C. 8§ 78t(a) also
survives.

[11. Concl usi on
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For the reasons stated, the Court finds that sone of the
al l egations in the Conplaint adequately plead violations of the
federal securities |aws, and therefore orders that Defendants’

Motion to Dism ss the Anmended Conpl aint is DENIED.

I T 1S SO ORDERED.

WlliamE Smth
United States District Judge

Dat e:
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